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Preliminary Statement 

This is an appeal from a decision of the United States 
Tax Court (Quealy, J.) finding deficiencies in the income 
tax of the appellants for the calendar year 19(57. 

The Memorandum and Finding of Fact and Opinion of 
the Tax Court, filed February 13, 1975, is unofficially re¬ 
ported at 34 CCII Tax Ct. Memo. 122 (1975).* The deci¬ 
sion of the Tax Court was entered on May 23, 1975. Juris¬ 
diction is founded under Sections 7482 and 7483 of the 
Internal Revenue Code of 1954 (the “Code”). 

During the period in question, the appellants were the 
owners of all of the outstanding stock of Atlantic Record 
Sales Co., Inc. (“Atlantic”), a duly elected subchapter S 
corporation. Atlantic’s undistributed taxable income for its 
taxable year ended May 31, 1967, was included in the tax¬ 
able income of the appellants pursuant to section 1373 of 
the Code. 

The issue before this Court is whether Atlantic, ir. the 
computation of its income for Federal income tax purposes 
under §451 (a) of the Code,** could reflect its uniform prac¬ 
tice and agreement to accept worthless phonograph records 
from its distributors in lieu of 10 percent of the invoice 
price. In holding that Atlantic could not currently reflect 

* The opinion is reproduced on pages 113a through 130a of the 
Appendix. Unless otherwise indicated all page references are to the 
Appendix on this appeal. 

** “General Ri le. —The amount of any item of gross income shall 
be included in the gross income for the taxable year in which received 
by the taxpayer, unless, under the method of accounting used in com¬ 
puting taxable income, such amount is to be properly accounted for as 
of a different period.” 





3 


this agreement and practice, the Tax Court misunderstood 
the business practices before it and misapplied the relevant 
decisional law. These serious errors made by the Tax 
Court extend far beyond the tax deficiencies found against 
the individual appellants and may have a substantial im¬ 
pact on other record companies both large and small, which 
employ the same pricing policy. 


Issue Presented for Review 

Was it proper for Atlantic, in computing its income for 
Federal income tax purposes, to reflect currently its uni¬ 
form practice and agreement to accept worthless single 
records from its distributors in lieu of 10 percent of the 
invoice price! 


Statement of the Case 

The facts of this case are essentially undisputed. At¬ 
lantic was a New York corporation which was dissolved on 
December 1, 1967. Throughout its existence, Atlantic kept 
its books on the accrual method of accounting (116a, 8a). 

Atlantic was engaged in the business of selling phono¬ 
graph records at wholesale under “Atlantic” and “Atco” 
labels. The records Atlantic sold included 45 rpm singles 
(“singles”) and 33 rpm albums. During its taxable year 
ended May 31, 1967, Atlantic sold records to 58 customers, 
forty-ono of whom were regular distributors of phonograph 
records located throughout the United States (“distribu¬ 
tors”).* Almost all of Atlantic’s sales were to its distrib¬ 
utors (117a, lOa-lla, 29a-30a). 

* The remaining seventeen were mail order houses, military post 
exchanges and exporters. 


1 




During ilit* relevant time period, Atlantic pave its dis- 
t ributors a 10 percent discount on their purchases of singles 
by agreeing to accept from each distributor a quantity of 
worthless singles equal to 10 percent of such distributor’s 
purchases of singles from Atlantic. This discount arrange¬ 
ment was known as a 10 percent return privilege (43a-49a, 
89a-92a). 

The 10 percent return privilege was not offered to pro¬ 
tect distributors from unsold inventory. The only purpose 
served by the return ot the worthless singles was reduction 
of Atlantic’s liability for royalties.* It made no differ¬ 
ence whether the distributor had sold all the single's pur¬ 
chased from Atlantic. A distributor could return any 
single with an Atlantic of Atco label on it, whether or not 
it had been purchased by such distributor from Atlantic 
(119a, 43u-49a, 88a-92a). Indeed, in the event a distributor 
did not have on hand enough singles to obtain a full 10 per¬ 
cent discount, he would routinely purchase them from 
others. Singles purchased in this way cost the distributors 
between of and lof each; they would be returned to Atlantic 
for a credit of 38.5f each, the regular wholesale price of a 
single (119a, 45a-46a, 88a-92a). 

The 10 percent return privilege was set forth in writing 
on Atlantic’s invoices (103a). Since it was always econom¬ 
ically advantageous for the distributors to return worthless 
singles, during all periods herein relevant all Atlantic dis¬ 
tributors utilized the full 10 percent return privilege (45a, 

* Because royalties were based upon the recommended retail price 
of the singles and the number of singles sold, the returned singles re¬ 
duced Atlantic’s liability for royalties (119a. 44a-45a). 
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91a). # Tho singles so returned by the distributors were 
always destroyed by Atlantic (119a, 44a). 

The 10 percent discount was computed in the following 
manner: 

At the end of each quarter or fiscal period, Atlantic com¬ 
puted an amount equal to 10 percent of each distributor’s 
purchases of singles for the relevant period. In accordance 
with its agreement with the distributors, Atlantic then 
issued return authorizations to them, authorizing them to 
return singles with a value equal to 10 percent ot their 
purchases during the quarter. When the singles were re¬ 
turned, Atlantic issued to the distributor a credit memoran¬ 
dum reflecting the 10 percent discount (44a-46a). I he dis¬ 
tributors applied the amounts of the credit memoranda 
against the amounts owed by them to Atlantic. The dis¬ 
tributors were at all times in debt to Atlantic in an amount 
in excess of their quarterly credits (118a-119a, 40a-41a, 
51a, 6Ga, 96a). 

Atlantic accounted for this business practice in the 
routine manner in which it accounted for all accruals, such 
as unpaid telephone and utility bills. At the time of sale, 
Atlantic included the gross amount shown on its invoice in 
sales income, and increased the amount of its accounts 
receivable. At the end of a calendar quarter, or fiscal 
period, Atlantic computed the amount of its 10 percent 
discount and made an accrual pursuant to which it reduced 

* The Tax Court decision states, almost as an afterthought, that 
appellants’ “claim that the distributors always took full advantage of 
the allowance for each quarter is not adequately substantiated on the 
basis of the record before us.” Although the statement of the Tax 
Court is incorrect, such a finding is not necessary to sustain appel¬ 
lants’ position. .SVc pp. 11-12, injra. 


/ 
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the amount of sales income through an addition to its ac¬ 
count for returns and allowances and decreased its accounts 
receivable. Simultaneously, in order accurately to reflect 
the actual sales, royalty expenses were properly reduced. 
At the beginning of the next quarter or fiscal period, Atlan¬ 
tic made a normal reversing entry by increasing the amount 
of accounts receivable and sales income by the amounts of 
its accrued discounts. When the credit memoranda for 
the 10 percent discount were issued to Atlantic’s dis¬ 
tributors, sales and accounts receivable were appropriately 
reduced (120u-121a, 50a-51u). 

By way of contrast, Atlantic treated other kinds of 
returns or discounts differently. For example, if a dis¬ 
tributor wanted to return singles aggregating more than 10 
percent of his purchases during the quarter, he would have 
to negotiate the return of the excess singles with Atlantic. 
Atlantic did not account for such excess returns in comput¬ 
ing its taxable income until such returns were authorized 
and made (91a-92a). Similarly, amounts for Atlantic's 
two percent cash discount for early payment were not esti¬ 
mated and taken into account in computing taxable income. 
Rather, such" discounts were accounted for only when 
earned by early payment (120a, 52a). 

In the Commissioner’s notice of deficiency to the ap¬ 
pellants, the Commissioner increased the taxable income 
of Atlantic by the amount accrued for the 10 percent dis¬ 
count as of May 31, 19(57 (122a). This effectively in¬ 
creased appellants’ ratable share of Atlantic’s undistrib¬ 
uted taxable income and resulted in the deficiencies found 
by the Commissioner and upheld by the Tax Court.* 

* The deficiencies are: for Ahmet Ertegun and Ioana Ertegun in 
the amount of $65,305.63, for Gerald Wexler and Shirley Wexler, in 
the amount of $55,073.92 and for Nesuhi Ertegun and Uelkis Ertegun 
in the amount of $36,681.14. 
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ARGUMENT 

1 

Atlantic properly reduced the stated invoice price 
of its single records to reflect the 10 percent return 
privilege in determining its gross income for Federal 
income tax purposes. ,( 

Tlu* Tax Court decision requires Atlantic to include in 
gross income amounts reflecting 10 percent of its stated 
invoice price even though it never had a right to receive, 
and never did receive, such amounts. That decision wholly 
ignores the realities of Atlantic’s business practice and is 
thereby inconsistent with numerous decisions in which the 
courts have properly disregarded the form of a business 
arrangement and focused on its substance. San Diego 
Transit-mixed Concrete Co., 21 CCH Tux Ot. Memo. 743 
(1962); Atzingen-Whitehouse Dairy, Inc., 36 T.C. 173 
(1961), Acq. 1961-2 Cum. Bull. 3; Pittsburgh Milk Co., 26 
T.C. 707 (1956), Acq. 1962-2 Cum. Bull. 5. Here, the sub¬ 
stance of Atlantic’s business arrangement was that it sold 
records for 90 percent of the invoice price plus worthless 
records which it destroyed. Atlantic never received any¬ 
thing more. 

In addition to ignoring the substance of the business 
arrangement before it, the court below erred in confusing 
this case with the standard sale or return situation in which 
a publisher of books or a distributor of magazines sells to 
retail outlets and permits the return of all unsold merchan¬ 
dise in good condition. See e.g., </.</. Little <f~ Ives Co., 25 
CCH Tax Ct. Memo. 372 (1966) and Scott Krauss News 
Agency, Inc., 23 CCH Tax Ct. Memo. 1007 (1964). 








A. The Tax Court erred in determining sales 
income solely on book entries and ignoring 
Atlantic’s actual business practice. 

Because the Tax Court misunderstood the facts before 
it and misapplied the law, it never focused on the central 
issue raised by appellants: the true selling price of At- 
dmtfie’^ singles. Instead, it simply assumed that the selling 
price was the invoice price because the 10 percent discount 
was not mechanically booked at the time of sale. 

Tht' Court’s unwavering focus on the timing of the 
return authorizations is best reflected in the following 
quotations from its decision: 

“During the period in question, Atlantic always had 
the right to collect the full purchase price from its reg¬ 
ular distributors on the sales of single records. This 
right was in no way affected or diminished by Atlantic 
subsequently issuing authorizations for the return of 
10 percent of the singles sold during such period. In¬ 
deed, under the payment plan in effect, the full pur¬ 
chase price on these singles were due and owing before 
any return authorization was issued with respect to 
such records.” (127a) 

And in a footnote, the Court added: 

“Payments on the purchase price of singles were due 
on the tenth day following the month of purchase. The 
return authorization was not generally issued unt.i 2 
to 3 weeks after the end of the quarter.” (127a fn. 8) 

The Tax Court’s wooden adherence to form led it to 
ignore entirely the substance of Atlantic’s business arrange¬ 
ments. That arrangement was simply that singles were 
sold for 90 percent of the invoice price plus certain worth- 
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loss singles which Atlantic destroyed. The distributors 
never had to pay Atlantic the full invoice price. 

The reality of the business arrangement—uncontra¬ 
dicted in the record—was that at all times each distributor 
owed Atlantic amounts in excess o'" its 10 percent discount. 
Accordingly, when the singles were returned, the amount of 
the credit memorandum would simply be applied against 
the amount the distributor then owed to Atlantic.* The 
obligation to issue the return authorizations arose at the 
moment the singles were shipped to the distributors. Not¬ 
withstanding that credit memoranda were not formally is¬ 
sued until after the worthless singles were returned, it was 
always understood and agreed that each distributor had the 
right to pay 10 percent of the invoice price with worthless 
singles. 


In contrast to the approach adopted by the Tax Court, 
it has been consistently held that the time of the com¬ 
putation of a discount or the time of its payment or cred¬ 
iting is not determinative. Rebates or credits given or 
entered after billing (or indeed, after payment) may prop- 


* Indeed, the Tax Court itself acknowledged during the cross- 
examination by respondent of one of Atlantic’s distributors that the 
timing of the issuance of a credit memorandum was immaterial since 
the distributor always owed \tlantic m mey: 

“Q. And how is this reflected. Dili they send you a— 

A. A credit memo. 

Q. A credit memo. 

A. Uni-hunt. 

The Court: Hut wouldn't you actually take the credit when 
you shipped it ? 

The Witness: Would we actually take the credit ? No. 

The Court: You wouldn't. Oh, that's right. You still 
owed them money anyway on this account. 

The Witness: Right.” (94a ) 
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erly reduce gross income to reflect the net sales price. 
Atzingen-Whitehouse Dairy, Inc., supra; Pittsburgh Milk 
Co., supra. Similarly, the timing of the completion of 
the paperwork or the hook entries evidencing standard pric¬ 
ing terms should also not preclude reflecting the actual sales 
price in gross income. 

In Atzi/ngcn, the Tax Court held that a seller of milk and 
other dairy products to wholesalers who kept its hooks on 
the accrual basis, properly reduced its gross income by cer¬ 
tain discounts which it granted to its customers. The dis¬ 
counts at issue in Atziugcn were not reflected on invoices, 
but rather were orally arranged to evade a regulatory 
agency’s minimum prices. Taxpayer issued regular in¬ 
voices to its customers consistent with the regulated price 
structure and, in most instances, collected daily the actual 
invoiced amounts. Taxpayer recorded such sales on its 
books at the invoice prices. At the same time, however, 
taxpayer made oral arrangements with certain customers 
to rebate a percentage of the invoice prices. Such rebates 
were computed by applying the prearranged discount rate 
to the customer’s total monthly sales. Most of taxpayer’s 
customers received cash rebates once a month; some re¬ 
ceived cash rebates once a year and the remainder received 
rebates quarterly. 

Properly disregarding form for substance, the Tax 
Court held “that the actual prices at which * * * [tax¬ 
payer] sold its products were the invoice prices minus the 
discounts agreed upon between * * * [taxpayer] and its 
customers.” (fl(> T.C. at 181). Following its earlier deci¬ 
sion in Pittsburgh Milk Co., supra, the Tax Court ruled 
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“* * * that in computing gross income the amount of peti¬ 
tioner’s sales must be based upon its actual prices and not 
upon the theoretical legal minimum prices.” Id. (emphasis 
added). The fact that the cash rebates may have been 
computed and paid by taxpayer after the end of the taxable 
period was immaterial. 

Pittsburgh Milk Co. had presented a virtually identical 
situation and an identical result. As in Atzingen, the time 
of computation—and payment—of the rebates was irrele¬ 
vant. See also Allen Schiffman, 47 T.C. 537 (19G7); Tri- 
State Beverage Distributors, Inc., 27 T.C. 1026 (1957); 
Albert C. Becken, Jr., 5 T.C. 498 (1945); American Cigar 
Co., 21 B.T.A. 464 (1930); and American Lace Mfg. Co., 
8B.T.A. 419 (1927). 

In Atzingen and Pittsburgh Milk Co. the substance of 
the pricing arrangements differed from the form in order to 
circumvent state price controls, and in both cases the Tax 
Court held that substance must control, regardless of the 
precise order of events. Here, the substance of the business 
arrangement differed from the form in order to reduce 
Atlantic’s royalty expense, and, as in prior cases, substance 
should control also. 

The substance of Atlantic’s business pra< t : ce was that it 
had a right to receive 90 percent of the invoice price plus 
worthless singles. Even if the distributors did not always 
return the worthless singles, an exceedingly unlikely 
event,* there can be no question that such was the standard 

* Of course, the fact remains—as the record amply demonstrates 
—that all the distributors always took full advantage of the 10 percent 
discount. Appellants introduced substantial evidence at trial in sup¬ 
port of this fact; it was testified to unequivocally and without contra¬ 
diction by both witnesses at the trial (43a-52a, 90a-92a). Moreover, 
the respondent essentially conceded the point by not even attempting to 

(footnote continued on next page) 
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and expected form of payment. The distributors’ right 
to that form of payment prevented Atlantic from accruing 
the last 10 percent of the invoice price. Under Atlantic’s 
accrual method of accounting, “income is includible in gross 
income when all the events have occurred which fix the right 
to receive such income * * Treasury Regulation $1,451- 
1(a). At the time of sale, Atlantic’s right to receive the 
last 10 percent of the invoice price was neither fixed nor 
certain. Accordingly, Atlantic properly accounted for ihe 
10 percent discount by accruing only 90 percent of the 
invoice price at the time of sale. 

B. The Tax Court erred in characterizing 
Atlantic’# arrangements with its distrib¬ 
utors as a sale or return contract. 

The Tax Court’s characterization of Atlantic’s 10 per¬ 
cent discount as a typical sale or return arrangement of the 
type involved in Little efi Ires, supra and Scott Krauss, 
supra (130a), reflects a serious misunderstanding of the 
instant case, as well as the decisions upon which it so mis¬ 
placed its reliance. 

Little & Ives involved the sale of a series of general 
reference books directly to retail outlets. At the end of the 
promotion period, the publisher permitted the retail outlets 
to return all unsold volumes purchased from it. The re¬ 
turned books were repackaged and returned to inventory, 
after which they were resold to other retailers in other geo¬ 
graphical areas. If the books were damaged, the retailer 
could not return them and was not entitled to receive a 

cross-examine on it (68a-73a, 93a-96a"), and by asserting in objections 
to petitioners’ requested findings of fact only that such finding was 
"irrelevant and immaterial." In short, the Commissioner has not 
challenged the evidentiary fact that Atlantic's distributors during all 
periods herein relevant always fully availed themselves of the 10 per¬ 
cent return privilege. 
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credit. The taxpayer claimed that it was entitled to accrue 
a deduction for anticipated returns. In the alternative, it 
argued that the arrangement was, in reality, a consignment. 
The Tax Court held that the transaction was a sale or 
return arrangement, that it was not a consignment and that 
the taxpayer could not accrue a deduction for “anticipated 
returns” under the facts there presented. 

Scott Krauss involved a wholesale distributor of maga¬ 
zines who claimed he sold magazines to retailers on con¬ 
signment. The taxpayer agreed that if delivery to the re¬ 
tailer was in fact a sale, he could not accrue a deduction for 
possible future magazine returns. The distributor per¬ 
mitted the retailers to return, for full credit, all magazines 
purchased from the distributor which remained unsold after 
public display for an agreed period. The Tax Court held 
delivery of the magazines to the retailer was a sale with 
respect to which estimated future returns could not be 
accrued. 

There is little similarity between the Little <£■ Ives or 
Scott Krauss cases and the case now before this Court. 
Those returns depended solely upon the success of the 
retailer in selling his merchandise. To the extent a retailer 
had unsold inventory, the returns would be made. There 
was no way accurately to estimate the amount of the returns 
until they were actually made. In Atlantic’s case, however, 
it was certain that a number of singles equal to 10 percent 
of the singles purchased the previous quarter would always 
be delivered to Atlantic by each distributor. That pattern 
did not vary. 


Little <C- Ives and Scott Krauss present the typical 
situation of unlimited returns in “ e book publishing and 
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magazine distribution business. It has no relevance to the 
very different arrangements : .t the record industry as pre¬ 
sented here. The book publishing and ma azine distribu¬ 
tion system of unlimited returns is designed to protect the 
purchaser against the risk of not being able to sell the 
merchandise acquired. In contrast, Atlantic’s 10 percent 
discount had no relation to the success or failure of dis¬ 
tributors in selling the singles acquired from Atlantic. 
Atlantic’s 10 percent price discount was not a “sale or 
return”; there was no connection between records sold and 
records returned because if a distributor did not have a 
sufficient number of unsold records available he could and 
did go out and obtain them from others at a relatively small 
cost. Whether or not the distributors sold all of the records 
purchased, they always had the right to the 10 percent 
discount.* 

In summary, the 10 percent return privilege was in effect 
a mechanism for granting a price discount, entirely dis¬ 
similar to the return procedures involved in Little & Ives 
and Scott Krauss. The distributors always bad the right to 
receive the 10 percent credit and offset that amount against 
amounts they owed Atlantic. The actual price to which 
Atlantic was always entitled and which was always paid by 
distributors was 00 percent of the invoice price. Accord¬ 
ingly, in order for Atlantic clearly to reflect its income for 
Federal income tax purposes, it pro perly reduced its sales 
income by the amount of the discount. See e.g., Atzingen- 
Whitelwuse Dairy, Inc., supra; Pittsburgh Milk Co., supra. 

* It should be noted that in addition to the 10 perrent return priv¬ 
ilege. Atlantic also bad a program for return of unsold records under 
varying circumstances (49a. 51a, 79a). That program might well be 
compared with the arrangements in Little & lvcs and Scott K rauss. 
Atlantic did not deduct for Federal income tax purposes its estimates 
of such returns. 
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I I 

Even if Atlantic’s price discount is viewed as a lia¬ 
bility the Tax Court erred in denying current accrual 
of a deduction fcr Atlantic’s obligation to pay or credit 
its distributors an amount equal to 10 percent of the 
invoice price of single records purchased. 

Assuming, arguendo, that Atlantic’s true sale3 price for 
singles was the invoice price, the Tax Court decision must 
still he reversed. That is because Atlantic properly accrued 
the 10 percent return privilege, as a liability, when it arose, 
i.e., at the time of sale of the singles to which it related. 

The test of accrual of a liability for tax accounting 
purposes has come to be known as the “all events” test. 
Treasury Regulation $1,461-1 (a)(2) articulates the test as 
follows: 

“Under an accrual method of accounting, an expense 
is deductible for the taxable year in which all the events 
have occurred which determine the fact of the liability 
and the amount thereof can be determined with reason¬ 
able accuracy. * * * While no accrual shall be made in 
any case in which all of the events have not occurred 
which fix the liability, the fact that the exact amount 
of the liability which has been incurred cannot be de¬ 
termined will not prevent the accrual within the taxable 
year of such part thereof as can he computed with 
reasonable accuracy.” 

Whether all events have occurred to permit the accrual 
of a liability calls for a practical, not a formalistic test. 
Lucas v. American Code Co., 280 U.S. 445, 449 (1930). Not 
every conceivable contingency which might relieve a tax- 



• 



■ A 








payor from an obligation serves to defer accrual. Dingle- 
Chirk Co., 20 T.C. 7S2 (195(5). The Tax Court’s formula¬ 
tion of the relevant standard as whether the liability is 
“irrevocably fi cod or certain” was clearly wrong. 

The Circuit Courts of Appeal have not hesitated to re¬ 
verse Tax Court decisions which applied an overly rigid 
and uncompromising construction of the all events test. 
See. c.g., Central Cuba Sugar Co. v. Commissioner, 198 F. 
2d 214 (2d Cir. 1952), rert. denied, 341 F.K. 874 (1952); 
ll’..S'. Hadcoek Carp. v. ('ommissioucr. 491 F.2d 1220 (5th 
Cir. 1974); Pacific drain Produels Co. v. Commissioner, 
219 F.2d 802 (9th Cir. 1955). Set also. Ilelvering v. Hus¬ 
sion Finance A Construction Corp., 77 F.2d 324 (2d Cir. 
1935). 

In Central Cuba Sugar Co., supra, the taxpayer accrued 
in the year of sale both the income from sugar as well as 
the commissions payable thereon. Tin* sales commissions 
were not payable, however, if the purchaser breached his 
contract, and were subject to adjustment, along with the 
sale price, in accordance with final weighing prior to ship¬ 
ment. The Tax Court held that the indefiniteness of tin* 
commission liability prevented its accrual prior to ship¬ 
ment. This Court reversed, and held that accrual required 
“only an established liability,” not certainty of amount, 
and that “the adjustments of the commissions required in 
accordance with the final weight of the sugar shipped were 
insubstantial.” 

Although a condition precedent to the existence of a 
liability will often prevent an accrual with respect to that 
liability, where the condition precedent is essentially cer- 
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tain or where it simply involves the performance of a 
ministerial act, the accrual will not be deferred because 
such contingencies do not create sufficient uncertainty. See, 
e.g., Itog Moody Bell, 12 CCH Tax Ct. Memo. 1321 (1953). 
For example, where a taxpayer will not pay a liability he 
has incurred until and unless he receives an invoice for the 
liability, or until a form is filed in connection therewith, 
an accrual for the liability is proper. Similarly here, the 
fact that worthless singles were returned before Atlantic 
paid this liability cannot, under the facts of this case, be 
considered a sufficient contingency to avoid accrual.* At¬ 
lantic treated its obligation under the 10 percent return 
privilege policy the same way it treated its telephone ex¬ 
pense and electric and utility expense which it also did not 
pay until a subsequent e\ ent had occurred, the receipt of a 
bill. 

It is clear the requirement that the distributors return 
the singles did not realistically affect Atlantic’s obligation 
to discount the purchase [trice 10 percent. The return of 
the singles was no more than a mechanical act required for 
the distributor to receive the credit. Atlantic’s obligation 
to discount the purchase price, by accepting worthless sin¬ 
gles in lieu of 10 percent of the purchase price, was as fixed 
and certain at the time of sale (indeed more so) as the 
obligations in Central Cuba Sugar Co., supra. Atlantic 
knew the distributors would return the records to receive 
the credit—since it would have been economically irrational 
for them not to do so. 

* This Court should not be confused by the reference of the Tax 
Court (129a) to the adoption and repeal by Congress of Section 462 
of the Code relating to the deductibility of reserves. It is clear that 
current deductions are not allowable for reserves. The 10 percent re¬ 
turn privilege, however, does not represent a reserve; it is a liability 
which was fixed and determinable as of the close of Atlantic’s taxable 
year. 


* 




Certainly, no one would surest that Atlantic defer 
accrual of its income becaus of the contingnecy that the 
distributors might not pay. It is equally inappropriate, 
we submit, for the Commissioner to suggest that Atlantic 
defer accrual of its obligation to its distributors to discount 
the invoice price because of the equally insubstantial con¬ 
tingency that they might not return the worthless records. 
Central Cuba Sugar Co., supra , IF. S. Badcock Carp., supra. 
And even if there were a theoretical possibility that some 
records would not be returned, an error in estimating the 
accrued obligation could be corrected in a later year. Treas¬ 
ury Regulation $1,461-1 (a) (2) specifically permits such cor¬ 
rections.* 

Conclusion 

Learned Hand once wrote: 

• [T]herc is no sure; sign of a feeble and fum¬ 
bling law than timidity in penetrating the form to the 
substance.” Laubriel v. United States, 9 F.2d 807, 808 
(2d Cir. 1926). 

The Tax Court, we submit, has failed to penetrate the form 
to the substance. Rv focusing on the mechanical order of 
book entries, and by ignoring Atlantic’s actual business 
practices, the Tax Court would require the appellants to 
pay a tax on income Atlantic neither earned nor received. 

*•■*** Where a deduction is properly accrued on the basis of a 
computation made with reasonable accuracy and the exact amount is 
subsequently determined in a later taxable year, the difference, if any, 
between such amounts should be taken into account for the later tax¬ 
able year in which such determination is made.” 
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The law, we have seen, clearly demands otherwise. For 
this, and for all the foregoing reasons, the decision of the 
Tax Court should be reversed. 

Dated: New York, New York 
November 10, 1975 

Respectfully submitted, 

Paul, Weiss, Rifkind, Wharton & Garrison 
Attorneys hr Pctitioncrs-Appcllants 

Alfred D. Young wood 
George P. Felleman 
Mark M. Weinstein 

Of Counsel 
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